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INTRODUCTION
Despite widespread support for federal action to limit
global warming pollution,1 the White House and many in Con-
gress continue to sit on their hands, swayed by the Washington
naysayers who claim that a safe, sustainable energy system is too
expensive, especially now when fuel prices are at record highs.
But as is so frequently the case in the environmental arena, the
States are demonstrating that quite the opposite is true. This arti-
cle provides an overview of State initiatives in the Northeast and
California to combat global warming that can serve as a
roadmap for federal policy-makers.
STATES CONTEND CARBON CONTROLS
GOOD FOR LOCAL ECONOMY
In August 2006, California adopted the first economy-wide
cap on global warming pollution after concluding that doing so
would increase State revenues by four billion dollars and bring
eighty thousand new jobs to the Golden State.2 The Northeast
Governors3 came to a similar conclusion in December 2005,
adopting a cap on carbon dioxide emissions from power plants
— the Regional Greenhouse Gas Initiative (“RGGI”) — after
economic modeling showed they could reduce pollution by ten
percent from current levels while lowering energy bills for the
average homeowner by over $100 per year.4 And its not just the
“tree-huggers” on the coasts who are gearing up to tackle the
most pressing environmental problem of our time: Governors in
Arizona, New Mexico, Washington, and Oregon have just
announced a plan to collaborate with California on mandatory
pollution caps; their counterparts in Montana, North Carolina,
and Illinois are also rolling up their sleeves to tackle global
warming,5 as are over three hundred mayors nationwide.6
How have these leaders come to conclude that they can
reduce global warming pollution in a smart way that is good for
the local economy and will bring new clean energy businesses
— and jobs — to their States? By focusing on finding solutions
and recognizing that we need well-designed policies in order to
bring these solutions to market in a big way. States are taking a
fresh look at cap-and-trade program design, developing innova-
tive features, and avoiding some of the flaws that have plagued
precursor programs. They are approaching global warming in
the context of a comprehensive review of energy policy, target-
ing the perverse incentives of current regulation, as well as the
market barriers that hinder investment in the cheapest zero-
emission resource — energy efficiency. 
CARBON AUCTION PROCEEDS TO
SUPPORT CLEAN ENERGY
With respect to cap-and-trade design, the most exciting
innovation is the agreement among RGGI States to use at least
25 percent of the value of allowances (pollution permits) to 
benefit consumers and promote clean energy. To date New York,
Massachusetts, Vermont, Connecticut and Maine have
announced plans to use one hundred percent of their allowances
to benefit consumers, most likely by distributing allowances to
an entity that will auction them to the owners of regulated power
plants and use the proceeds to invest in energy efficiency. This is
a huge shift from existing practices. In the Acid Rain Program,
the NOx Budget Program, and the European Emissions
Allowance Trading Scheme for greenhouse gases, governments
established mandatory caps and allowed trading, but provided
almost all of the allowances to the polluting sources free of
charge. 
In the electric sector giving away carbon allowances serves
no legitimate public policy purpose and will result in windfall
profits to power plant owners. Because allowances are tradable,
they carry an opportunity cost, and therefore power plant owners
will pass the cost of allowances onto customers regardless of
whether or not they pay for them.7 In Europe, free distribution 
of allowances has already resulted in hundreds of millions of
dollars in windfall profits to owners of polluting plants.8 These
dollars could have been used to reduce the cost of the program
for energy consumers, for example, by promoting investment in
energy efficiency or sustainable power generation technologies.
Granted, the Northeastern States have only committed to use 25
percent of the allowances in a wise fashion, but if one follows
the logic behind this commitment (as all States that have decided
this issue have done), there is no public policy justification to use
less than one hundred percent of the allowances for public bene-
fit purposes, and as the States head into their individual rulemak-
ings they have the opportunity to do just that.9
ADDITIONAL ENERGY EFFICIENCY SAVINGS POSSIBLE
The Northeastern States conducted extensive modeling of
the emissions cap under different scenarios and determined that
by increasing end-use efficiency for customers they could actu-
ally reduce energy bills while implementing the cap.10 Despite
the fact that the Northeast States are among the most energy effi-
cient in the nation, their analyses showed that they could triple
investment in efforts to speed the adoption of high-efficiency
heating and cooling systems, more efficient lighting, and energy-
saving “green” building design without running out of opportu-
nities to save energy for less than it costs to generate additional
electricity. 
Proceeds from the sale of allowances will enable the North-
eastern States to increase the number and size of the programs
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those States are implementing to transform markets for energy
intensive products, but they will not be sufficient to promote
investment in all cost-effective energy efficiency opportunities.
To accomplish the latter, the States must also adopt more rigor-
ous building energy codes, which effectively require developers
to consider the occupants’ energy bills when they design build-
ings and choose materials. In addition, the States must adopt
increasingly stringent efficiency standards for energy-using
appliances and equipment. The reduced demand for energy from
such efforts would translate into sizable cuts in energy prices —
for example, a five percent reduction in demand for natural gas
would reduce the price of gas by a whopping twenty percent.11
It’s a simple application of the law of supply and demand, yet our
nation’s myopic focus on supply-side solutions has prevented us
from taking advantage of it.
STATES MUST CREATE REGULATORY FRAMEWORKS
THAT REWARD INVESTMENT IN ENERGY EFFICIENCY
One of the main reasons for this perspective is that few util-
ities have any incentive to aggressively promote energy effi-
ciency, because their profits are entirely dependent on how much
power they sell, instead of on how well they meet their cus-
tomers’ energy service needs. From the utilities’ perspective,
even the most cost-effective investments in high efficiency heat-
ing systems, advanced industrial motors, or fuel cells produce
the same effect: a reduction in utility sales and, as a result,
reduced revenues and profits. The utilities’ interest in high vol-
ume energy sales makes it unwise for their industry to invest in
energy efficiency or clean distributed energy technologies which
would enable them to play a central role in efforts to reduce
global warming pollution. 
If we change the way we regulate the industry and allow
utilities to profit from energy-saving as well as energy-making
investments — regardless of how much power they sell — we
will quickly find many more ways to cut waste and lower cus-
tomer bills. These kinds of reforms are good for customers, good
for shareholders, and good for the environment. They are just the
sort of innovative answers that the Northeastern States will be
counting on to deliver global warming pollution cuts at minimal
or no cost to consumers.
California is already leading the way on this front. In the
aftermath of the State’s 2001 energy crisis, utilities, regulators,
and environmental advocates worked to reform a regulatory
framework that had utterly failed to deliver low-cost, environ-
mentally sound energy services to customers. The State’s Public
Utilities Commission adopted a regulatory structure and pro-
curement rules that require the utilities to act as “portfolio man-
agers” for their customers by investing in all cost-effective
energy efficiency resources, promoting rational, economically
efficient consumption decisions by customers, and assembling a
diverse portfolio of supply resources through a combination of
short-and long-term contracts that are designed to minimize
electric bills, the volatility of electric prices, and environmental
impacts. 
During this period, California also enacted the most ambi-
tious appliance efficiency standards in the nation, ridding the
local marketplace of the worst performing products. By the time
the California legislature passed Assembly Bill 32, its global
warming bill last year, the State was already well on its way to
meeting the law’s pollution reduction requirements in the cheap-
est, fastest way possible. 
CONCLUSION
The United States has quite a long way to go before reach-
ing a truly sustainable energy future, but the States are moving
the country in the right direction. They are demonstrating how to
reduce pollution in much smarter ways by adopting policies that
foster long-term investment in least-cost, sustainable energy
resources, promote technological innovation and economic
development, and avoid subsidies for mature, polluting indus-
tries. It is a pretty good start.
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